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REVIEW OF THE THIRD QUARTER OF THE YEAR 



CHARLES J. BULLOCK 



CONTINUED liquidation during the third quarter 
of the year leaves the observer of business condi- 
tions in no doubt as to the character of the movement 
which began last spring. Business is readjusting itself 
to a new level of prices, and the process is bound to con- 
tinue until the new level is reached. Necessarily the 
transition has had many disturbing features, and the 
times have not been comfortable for the business man 
or the student of business conditions. Readjustment, 
however, was inevitable; and the main desideratum at 
the present moment is to have the job completed as 
expeditiously as is consistent with safety, in order that 
business may know where it stands and make its cal- ' 
culations with some degree of certainty. 

Upon the whole, the present period of liquidation 
strongly resembles its predecessors; in fact, the re- 
semblance is so great as to make it already clear that 
the Great War and its aftermath have not destroyed 
the old landmarks or altered fundamentally the func- 
tioning of the business machine. After the tremendous 
inflationary movement of 1919, a reaction began in raw 
materials, such as silk, wool, and leather, which had 
been left in a conspicuously weak position by the de- 
velopments of the war and the fifteen months following 
the armistice. When liquidation began in these trades, 
other lines of business were inclined to think that it 
meant nothing more than the uncovering of a few weak 
spots in a business situation which was fundamentally 
strong. Presently, however, manufacturing industries, 
such as textiles and boots and shoes, experienced more 
or less severe recessions, and it began to be clear that a 
period of general liquidation was upon us. Yet, as in 
similar periods before the war, a good many industries 
continued active, and appeared to apprehend no slack- 
ening of the demand for their products. As in times 
past, New England and the Middle Atlantic states were 
the first to be seriously affected; and while pessimism 
was developing in these districts, the western and south- 
ern states continued optimistic and had difficulty in 
understanding the gloom that prevailed along the 
northern portion of the Atlantic seaboard. 

As the summer wore on, liquidation extended to other 
industries which had been hoping that the fates would 
be kind to them; and by fall signs of slackening demand 
were plainly in evidence in the iron and steel industries, 
which have usually been among the last to be affected. 
Pessimism was no longer confined to the eastern sea- 
board, and by the first of October it was very prevalent 
in the West and South, in districts where it might have 
been difficult to find anything but optimism last spring. 
At the time of writing, most lines of trade are beset with 
uncertainty, sentiment is generally pessimistic, and few 
illusions are cherished concerning the realities of the 
situation. In certain quarters, there is a disposition to 
criticize the federal reserve banks for applying the 
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brakes to a dangerous situation which threatened to 
get wholly out of hand, and political reprisals are now 
threatened when Congress reconvenes in December — 
a development which again reminds us of the old days 
before the war, when, in every period of depression, 
complaints were heard of the machinations of the 
money trust. 

To one who is acquainted with the history of the last 
fifty years, events of the past ten months seem thor- 
oughly familiar in all essential details save two. 
Hitherto, we have never had any method of applying 
the brakes in time to avert disaster; but now we have 
the federal reserve system, and there is reason for be- 
lieving that it has saved us from such dire consequences 
as used to follow a period of rapid business expansion 
and wild speculation. Then, again, at critical periods 
in our financial history, it usually developed that we 
were heavily in debt on foreign account and that our 
European creditors thought it was time for us to reduce 
our liabilities. In both of these respects, our present 
situation differs from that obtaining in any previous 
period of general liquidation. 

Last July, when we reviewed the second quarter of 
the year, the partial breakdown of transportation facil- 
ities was probably the principal disturbing feature in 
the complicated and uncertain business situation. 
Since then transportation conditions have greatly im- 
proved, and, unless we have a new outbreak of strikes, 
this difficulty may be regarded as virtually eliminated, 
with the result that in this respect fundamental condi- 
tions may be considered as vastly improved. Other 
favorable developments are the satisfactory showing of 
most of our staple crops, which needs no extended dis- 
cussion in this article, and a decided improvement in 
the banking situation concerning which further com- 
ment will presently be made. 

Early in August, the threatened success of the Rus- 
sian armies in Poland introduced a new and most 
alarming factor into the European situation, which 
might have materially affected business sentiment in 
the United States. If Poland, under whatever name or 
form, had become in fact a Bolshevist province, chaos 
might have resulted in eastern Europe, and general 
European conditions might have been unsettled to an 
extent that would have made the outlook dark indeed. 
The fortunate and surprising turn of events, which has 
resulted in a decisive defeat for Soviet arms, should tend 
to stabilize European conditions which have not im- 
proved during the past year to the extent that had been 
generally expected on this side of the water. 

Since last June, banking conditions have materially 
improved. The liquidation of frozen or petrified credits 
has proved a very slow process which in many directions 
has made discouragingly slow progress. Considerable 
expansion of loans has been necessary in order to move 
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the crops, with the result that money strain is still with 
us and in some degree will probably continue for some 
time to come. But, in spite of all difficulties, it became 
fairly clear in August that the strain upon banking 
credit was passing the peak, and by the first of October 
it seemed fairly certain that the crops would be moved 
without serious difficulty. A comparison of banking 
conditions early in October with those prevailing at the 
beginning of the summer gives good reason for satisfac- 
tion with what has been accomplished and for confidence 
in the future. Between June fourth and August first, 
the loans and investments other than United States 
government securities of the 800 reporting member 
banks increased from $15,290,000,000 to $15,756,000,- 
000, which is certainly not more than should be expected 
during the crop-moving season and is perhaps less than 
might have been anticipated. At the same time, the 
bills rediscounted by these banks with the federal re- 
serve banks increased from $2,094,000,000 to $2,165,- 
000,000, or only by $71,000,000, a showing which is 
probably better than any one expected. As a result, 
the banks of the federal reserve system bid fair to meet 
all the requirements of the season without materially 
weakening their position. On May 28th, their net de- 
posits were $1,795,000,000, and on October 8th they 
were $85,000,000 less. Meanwhile, Federal Reserve 
notes in actual circulation increased from $3,107,000,- 
000 to $3,322,000,000, which is, apparently, no more 
than a normal seasonal movement. As a result, their 
reserve ratio has remained about the same since last 
spring, the percentage standing at 42.7 on May 28th 
and at 42.9 on October 8th. 

About the first of September, when it was realized 
that the strain upon the banking system was passing 
the peak, business sentiment for a time improved. A 
revival of speculative activity, especially in railroad 
shares, occurred; and in some of the industries which 
had been the first to undergo liquidation, belief was 
expressed that the worst was over and that conditions 
would shortly improve. Subsequent developments 
have not borne out this expectation, and early in Octo- 
ber it became clear that liquidation had not yet run 
its course. 

The crux of the difficulty seems to be that retail 
prices have as yet declined but slightly in most lines. 
Recession of such prices has undoubtedly begun, but 
the movement is comparatively slow. Retailers natu- 
rally desire to dispose of existing stocks at the best 
prices obtainable, and are disinclined to take losses on 
the goods now on their shelves. At the same time, it is 
evident that their customers have begun to economize, 
and will refuse to purchase freely so long as the old scale 
of prices is maintained. The result is that trade is less 
active than last spring, and that the readjustment of 
business to a new price level is retarded. Retail dealers 
are following a hand-to-mouth policy in their purchases, 
wholesalers very properly are indisposed to make com- 
mitments, and goods tend to accumulate at the fac- 
tories unless production is suspended. This seems to be 



the outstanding feature of business conditions at the 
middle of October, and is probably the principal cause 
of the unfavorable trend of business sentiment. 

In spite of the evident difficulty, and even danger, of 
this situation, it is probable that here again we face 
merely what is to be expected. Last spring it was the 
manufacturers who were indisposed to make price con- 
cessions and to take the resulting losses; this fall it is 
the retailers. After some delay the manufacturers 
sensed the situation, and readjusted their scale of prices; 
before very long, we may expect that the retailers will 
follow suit. At each stage of the present movement of 
liquidation, those who were immediately affected have 
sought to postpone the evil day, and this is what the 
retailers are now doing. A lower level of retail prices is 
coming, and when it arrives the process of liquidation 
will have reached its final stage. It will undoubtedly 
bring with it considerable losses to many concerns, 
which may result in an increased number of business 
failures. Yet there is reason for believing that it will be 
accomplished without disaster; and when readjust- 
ment is completed, business conditions and sentiment 
will materially improve. 

As always happens, liquidation, as it proceeds, un- 
covers or dislodges stocks of goods much larger than had 
been thought to exist. This month we are hearing of 
large stocks accumulated in various parts of the world, 
which are threatening to produce congestion and con- 
tinued depression in certain lines of trade. These re- 
ports undoubtedly have a substantial basis in fact. 
But it is to be borne in mind that there is also a great 
shortage of goods in some of the countries most seri- 
ously affected by the war. As international commerce 
revives, demand should develop for most of the surplus 
stocks which have accumulated as the result of the dis- 
location of the trade of the world. In the United States, 
it seems clear that such surplus stocks as exist are in the 
hands of producers or jobbers, and that retail stocks, so 
far as their physical quantity is concerned, are not very 
large, and in many cases are probably less than normal. 
Sooner or later the readjustment of retail prices will be 
effected, and retailers will begin to buy on a much larger 
scale. It is reasonable, therefore, to believe that pres- 
ent apprehensions are in part unjustified, and that 
within a few months business activity will be resumed 
upon a more normal level. The situation is clouded 
with many uncertainties; but it has favorable, as well 
as unfavorable, features, and we see no reason to alter 
our belief that the necessary readjustment can and will 
be made without disaster. 

The foreign trade of the United States continues to 
exhibit the same tendencies which were in evidence last 
June. Both exports and imports continue large; but 
the excess of exports tends gradually to decrease. For 
the calendar year it will probably be somewhat in excess 
of two billions, as compared with an excess of four bil- 
lions in the calendar year 191 9. This decline of the 
export balance is a factor with which we must presently 
reckon; but it will probably not affect materially busi- 
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ness conditions during the next few months. When the 
present readjustment of business to a new level of prices 
is completed and we enter upon a new business cycle, it 
will be necessary to take serious account of the move- 
ment of our foreign trade; but in the immediate future 
this will not prove to be a controlling factor. 

When our index of business conditions began last 
December to forecast the coming of a period of liquida- 
tion, we expressed the belief that such readjustment as 
might come would be effected without a panic. The 
principal grounds on which we based this opinion were 
the existence of the federal reserve system, and the 
strength of our position on international account. The 
former has supplied us with an agency through which 
the brakes can be applied before it is too late to avert 
disaster, and the latter has made it comparatively easy 
for us to protect our gold reserves at a time when it 
would have been very inconvenient, and perhaps dan- 
gerous, to meet a continued foreign demand for gold, 
such as developed early in the year. Reliance upon 
these two stabilizing factors seems to have been jus- 
tified by subsequent events; our index of business con- 
ditions now affords us a further reason for holding this 
opinion. 

Examination of the recent movements of the curves 
on our index chart 1 shows that, judged by pre-war 
experience, the time for a panic has passed. In 1907, for 



example, 2 both prices and discount rates were at very 
high levels just before the panic, and neither declined 
materially until after the crash. This year, however, 
prices became slightly easier in April, and by June the 
decline was fairly under way. Money conditions did not 
immediately improve; but by August it was clear that 
we had passed, or were passing, the peak of our difficul- 
ties without serious disturbance. Since the first of Sep- 
tember price liquidation has continued and our money 
curve has declined, with the result that today we are 
two or three months beyond the time when our chart 
recorded conditions that might precipitate a panic. 
Today liquidation is well under way, monetary condi- 
tions are relatively easy for crop-moving season, and 
there is every prospect that the present movement will 
run its course in a comparatively orderly fashion. Our 
index of business conditions is still on trial; but so far it 
has not misled us, even under the abnormal conditions 
that have prevailed since the armistice. We believe 
that it can now be followed with considerable, though 
not as yet complete, confidence, and think that the 
account it gives of the movement of liquidation during 
the last quarter affords a correct view of what has 
occurred, and probably enables us to forecast correctly 
the developments of the next six months. 

1 Supra, p. 277. 

2 See Review of Economic Statistics, 1919, p. 112; ibid., 1920, p. 200. 



